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IN THE MATTER OF THE APPLICATION | DOCKET NO. E-01345A-11-0224
OF ARIZONA PUBLIC SERVICE

COMPANY FOR A HEARING TO EXCEPTIONS OF ARIZONA PUBLIC
DETERMINE THE FAIR VALUE OF THE SERVICE COMPANY TO

UTILITY PROPERTY OF THE RECOMMENDED OPINION AND
COMPANY FOR RATEMAKING ORDER

PURPOSES, TO FIX A JUST AND
REASONABLE RATE OF RETURN
THEREON, TO APPROVE RATE
SCHEDULES DESIGNED TO DEVELOP
SUCH RETURN.

Pursuant to A.A.C. R14-3-110(B), Arizona Public Service Company (“APS” or
“Company”) hereby submits its Exceptions to the Recommended Opinion and Order
(“ROQO”) filed on December 5, 2014 in the above-captioned matter. But before going
further, the Company would like to commend the Presiding Administrative Law Judge for
her skillful handling of a difficult hearing and her fair and unbiased treatment of the parties

during the course of that hearing. The differences that APS expresses in its Exceptions
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concerning the findings and conclusions of the ROO ought not to obscure these important

facts.

L INTRODUCTION.

The Arizona Corporation Commission (“Commission”) is by now quite familiar with
the long saga that has been Four Corners. The Commission authorized APS to acquire
Southern California Edison Company’s (“SCE”) share of Four Corners Units 4 and 5
(“Four Corners Acquisition”) in Decision No. 73130 (April 24, 2012). One month later, the
Commission approved the 2012 Settlement of the Company’s 2011 general rate case in
Decision No. 73183 (May 24, 2012). Section X of the 2012 Settlement held the rate case
open to allow APS to incorporate into rates a Four Corners Rate Rider reflecting the Four
Corners Acquisition. On December 30, 2013, the Company filed the instant request. Using
data through April 30, 2014, the Four Corners Rate Rider would be $65.44 million, or
2.33%. (See Rebuttal Testimony of Elizabeth Blankenship, APS Exhibit 11, at Schedule
EAB-4.)

There were only three contested issues in this proceeding: (1) Fair Value Rate of
Return (“FVROR”); (2) the prudence of the Four Corners Acquisition; and (3) the
application of the Four Corners Rate Rider to APS customers taking service under Rate
Rider AG-1. APS does not contest and indeed supports the ROO’s resolution of the latter

two issues.

IL. FAIR VALUE RATE OF RETURN ON THE FOUR CORNERS
ACQUISITION

A. It is not Possible to Keep all Elements of the 2012 Settlement
Constant and Still Allow APS the Opportunity to Recover “the
Rate Base and Expense Effects Associated with the Acquisition
of SCE’s Share of Units 4 and 5 ...” [Decision No. 73183,
Exhibit A, Paragraph 10.3]

! The Schools Association did attempt to inject an issue that was not litigated during the overwhelming majority of the
hearing concerning the legality of the Four Corners Rate Rider. This issue was never raised by the Schools Association
in conjunction with Decision No. 73183, which authorized the Four Corners Rate Rider, and was rightly rejected by the
ROO. See ROO at page 9, line 21 through page 10, line 8.
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At page 31, lines 14 and 15, the ROO states: “Nothing in the Settlement Agreement
or in Decision No. 73183 authorizes the FVROR to change.” While a change in certain
figures was not expressly spelled out in the Settlement Agreement, it is clear that the Four
Corners Acquisition could not be incorporated into APS rates without modifying certain
related aspects of the 2012 Settlement and Decision No. 73183. Indeed, the necessity of
modifying certain numerical components was the reason it was also necessary to keep the
rate case docket open in the first place. For example, Paragraph 3.1 of the 2012 Settlement
proposes a specific non-fuel revenue increase for APS, as does Finding of Fact No. 40 in
Decision No. 73183 — a figure that must necessarily be further increased to reflect the “rate
base and expense effects associated with the acquisition of SCE’s share of Units 4 and 5.”
Yet the Settlement Agreement and Decision No. 73183 are silent about both of those
changes to specific findings of the Settlement Agreement. Again, Paragraph 3.2 of the 2012
Settlement as well as Finding of Fact No. 35 in Decision No. 73183 set forth a specific fair
value, and in the case of the latter, an original cost rate base. Both of these numbers also
necessarily change When the Four Corners Acquisition is included in APS rates, again
without there being any mention of or specific authorization for such changes in either the
Settlement Agreement itself or Decision No. 73183, And although not expressly delineated
in the 2012 Settlement, implicit in the 2012 Settlement revenue requirement were
allowances for property taxes, depreciation, etc., which must now necessarily increase to
reflect the costs of the Four Corners Acquisition. (See Snook, Tr. at 438:12-25.)

FVROR is simply another figure from the 2012 Settlement and Decision No. 73183
that must necessarily change by the inclusion of the Four Corners Acquisition in rate base.
As demonstrated mathematically by APS Witness Snook in his Rebuttal Testimony,
FVROR is the result of a calculation involving: (1) Original Cost Rate Base; (2) the
Weighted Average Cost of Capital (“WACC”); (3) the “Fair Value Increment” (Fair Value
Rate Base — Original Cost Rate Base); and (4) the return allowed (in this case, 1%) on the

Fair Value Increment.
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FVROR = [(WACC x Original Cost Rate Base) + (1% x Fair Value Increment)]
Fair Value Rate Base

(See Rebuttal Testimony of Leland Snook, APS Exhibit No. 5, at 3.) As one can see, any

change in the Company’s Original Cost Rate Base will necessarily change the FVROR.
This is neither “misleading” nor “disingenuous” (See ROO at page 33 lines 16 and 22), but
rather the application of mathematics to agreed-upon facts.

Staff approached the calculation of FVROR somewhat differently in their testimony.
But in Mr. Snook’s Rejoinder Testimony, he used the same numbers taken from the 2012
Settlement and Decision No. 73183 and showed that even viewing FVROR as what Staff
Witness Kalbarczyk termed a “financing and capital structure issue” rather than a rate base
issue (See Surrebuttal Testimony of Dennis Kalbarczyk, Staff Exhibit 3, at 4), results in the
same 6.09% FVROR pre-Four Corners Acquisition as well as the same 6.14% FVROR
post-Four Corners Acquisition as calculated by the Company using the above formula. (See
Rejoinder Testimony of Leland Snook, APS Exhibit No. 6, at 4)

These findings by Mr. Snook are no mere coincidence but rather mathematical facts.
All the numbers used by Mr. Snook in his calculations of the 2012 Settlement’s FVROR in
both his Rebuttal and Rejoinder Testimonies come directly from the 2012 Settlement and |
Decision No. 73183. Thus, the idea that the FVROR of 6.09% was specifically negotiated
by and agreed to by the Parties independently of each of its inputs (WACC, Fair Value
Increment, and return on that Fair Value Increment), as stated at page 33, lines 22 through
25 of the ROO, does not comport with the calculations of APS Witness Snook using

numbers taken directly from the Settlement and Decision No. 73183.

B. The ROO’s Proposed FVROR Would Not Recover the Cost of
Capital Used to Make the Four Corners Acquisition.

The ROO takes issue with the Company’s assertion that applying the same FVROR
calculated pre-Four Corners Acquisition to a FVRB calculated post-Four Corners
Acquisition would result in APS earning less than its WACC on the Four Corners

Acquisition itself. (See ROO at page 33, lines 14 through 22) But both Staff Witness
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Kalbarczyk and RUCO Witness Mease conceded this point — their proposed FVRORs are
less than the WACC found by the 2012 Settlement and Decision No. 73183. (See Mease,
Tr. at 573:23-74:12; Kalbarczyk, Tr. at 648:11-49:3 and also Staff Exhibit 20) And the
2012 Settlement and Decision No. 73183 determined the Company’s WACC every bit as |
much as if the number 8.33% had appeaied in the respective documents. Both the 2012
Settlement and Decision No. 73183 specifically find the Company’s debt/equity ratio
(46.06%/53.94%), its Cost of Equity (10.00 %) and Cost of Debt (6.38%). Paragraphs 5.1
and 5.2 of the 2012 Settlement; Decision No. 78183 at Findings of Fact Nos. 37 and 38.
WACC is a simple and undisputed mathematical calculation once all the necessary inputs
are established. See APS Exhibit 4.
In Decision No. 53537 (April 27, 1983) at page 15, the Commission stated:

“[t]he beginning point of our inquiry [concerning FVROR] must be the cost
of capital. It is difficult to imagine a situation in which a reasonable return
on FVRB [Fair Value Rate Base] would yield less than the cost of capital
which comprises that rate base.” [Emphasis in original.]

The ROO does not address Arizona Water Company in its Conclusion on the issue of
FVROR. However, Staff’s argument that Chaparral City Water Company is somehow
inconsistent with Arizona Water Company is addressed below. Staff’s second argument
against the viability of Arizona Water Company — that it was not the result of a settlement —

actually strengthens the precedential value of Arizona Water Company.

C. APS’s Position on FVROR does not Violate Chaparral City but
Rather is Fully Consistent with the Court’s Holding in that
Case. :

As the Commission is well aware, the court in Chaparral City rejected the
underlying finding of FVROR, not because it was formulaic (many aspects of ratemaking
are formulaic such as WACC, the revenue conversion factor, rate adjustment mechanisms,
etc.), but because it was a “superfluous mathematical exercise” (emphasis supplied) that
gave no weight to FVRB. (See Chaparral City at 7 — 8 and 28.) The court criticized the
Commission for simply taking the OCRB times the WACC and divided it by FVRB. In
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other words, the Commission had determined FVROR in accordance with the formula
described by APS Witness Snook, except that the Fair Value Increment was given no

return.

FVROR = [(WACC x Original Cost Rate Base) + (0% x Fair Value Increment)]
Fair Value Rate Base

(See Rebuttal Testimony of Leland Snook, APS Exhibit No. 5, at 3) And it was because the

Commission gave the Fair Value Increment no return that the court deemed the rate
treatment of the FVROR to be a “superfluous mathematical exercise.” (Id.)

The Commission’s response to Chaparral City in both the Company’s 2009 rate case
and its 2012 rate decision was to determine a specified return on the Fair Value Increment.
See Decision Nos. 71448 (December 30, 2009) at Exhibit A, Paragraph 4.3, Attachment A;
and 73138 at Exhibit A, Paragraph 5.3. Doing so resolved the Chaparral City court’s
concern by making the Fair Value Increment meaningful.

In the ROO, the 1% return on the Fair Value increment agreed to in the 2012
Settlement is diminished by (i) giving no incremental weight to the FVRB associated with
the Four Corners Acquisition; and, (ii) diluting the return on the Fair Value Increment
agreed to in the 2012 Settlement and adopted in Decision No. 73183. A decision that dilutes
the return already established in a proceeding for the Fair Value Increment runs afoul of
Chaparral City. It is only the Company’s suggested FVROR that fully preserves the weight
afforded FVRB in Decision No. 73183 and remains consistent with Chaparral City.

D. The Facts in the Black Mountain Decision are Distinguishable
from the Current Proceeding in Several Critical Respects, and
the Determination of FVROR Using the Same Methodology
from the Black Mountain Decision Increase the Company’s
Revenue Requirement Attributable to the Four Corners
Acquisition by Over $12 Million.

At page 33, lines 3 through 6, the ROO also cites Decision No. 71914, which
involved UNSE’s acquisition of the Black Mountain Generating Station from an affiliate

(“the Black Mountain Decision”) as support for the ROO because the Commission
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determined that a previously determined FVROR of 6.18% should be applied to a new
generating plant not previously owned by the utility or included in rate base. Although
superficially similar to the situation in this proceeding, there are several critical factual and
legal differences between the two proceedings.

First, the Black Mountain Generation Unit (“Black Mountain™) at issue in the Black
Mountain Decision was an entirely new and discreet generating unit. Unlike in the present
circumstance, nobody was suggesting that part of Black Mountain earn the utility’s WACC
and another part earn significantly less than the utility’s WACC.

Second, Black Mountain was previously the seller in a power purchase agreement |-
with the utility. The PPA provided for a return to the seller equal to the utility’s WACC.
When the PPA was folded into the utility’s cost of service, so was the return. Therefore, the
real issue before the Commission in the Black Mountain Decision was whether the utility
would be allowed a premium over and above that already-determined cost of service. APS
is not requesting any such premium. The Company’s proposed FVROR would allow it an
opportunity to recover APS’s WACC on the Four Corners Acquisition—nothing more.

Third, the Commission did not determine FVROR in the Black Mountain Decision
by assigning a return value to the Fair Value Increment and then factoring in the resultant
product with the WACC to produce a FVROR, as done in this proceeding and the
Company’s previous rate case. In Black Mountain, by contrast, the Commission took the
WACC and removed an inflation factor of 2.1% to produce a FVROR. This methodology
mathematically favors utilities having a large Fair Value Increment relative to OCRB, as
was the case in the Black Mountain Decision. (See Decision No. 71914 at 51) For example,
if the same inflation adjustmenf methodology had been employéd in this proceeding, APS’s
FVROR would have been 6.23% (8.33% - 2.1%). The resultant increased revenue
requirement associated with the Four Corners Acquisition would be over $78 million. Thus,

the Black Mountain Decision is no exception to the position espoused in Arizona Water
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Company and indeed likely allowed recovery on Black Mountain of more than the utility’s

WACC.

IIL. CONCLUSION.

APS seeks only to recover the costs of owning and operating that additional portion
of Four Corners acquired from SCE as the Four Corners Acquisition. This was what was
agreed to in Article X of the Settlement Agreement and approved in Decision No. 73183.
Attached as Exhibit A is a Proposed Amendment that would accomplish that objective.

RESPECTFULLY SUBMITTED this 15™ day of December 2014,

By: ‘W‘W&
Thomas L. Mumaw ‘

Melissa M. Krueger
Attorneys for Arizona Public Service Company

ORIGINAL and thirteen (13) copies
of the foregoing filed this 15™ day of
December 2014, with:

Docket Control

ARIZONA CORPORATION COMMISSION
1200 West Washington Street

Phoenix, Arizona 85007

COPY of the foregoing e-mailed/hand-delivered
this 15™ day of December 2014 to:

Teena Jibilian Timothy M. Hogan

Administrative Law Judge Arizona Center for Law in the Public
Arizona Corporation Commission Interest ‘

1200 West Washington Street 202 East McDowell Road, Suite 153
Phoenix, Arizona 85007-2927 Phoenix, Arizona 85004

Janet Wagner David Berry

Maureen Scott Western Resource Advocates
Charles Hains ‘ P.O. Box 1064

Arizona Corporation Commission Scottsdale, Arizona 85252-1064
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Cincinnati, Ohio 45202
Lawrence V. Robertson, Jr.
Attorney at Law

P.O. Box 1448

Tubac, Arizona 84646

Laura E. Sanchez
NRDC
P.O. Box 287

Albuquerque, New Mexico 87103

Daniel Pozefsky, Chief Counsel
Residential Utility Consumer Office
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Greg Patterson
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Michael A. Curtis

William P. Sullivan
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501 East Thomas Road

Phoenix, Arizona 85012
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14410 West Gunsight Drive
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Jeffrey W. Crockett

Brownstein, Hyatt, Farber Schreck, LLP
1 East Washington Street, Suite 2400
Phoenix, Arizona 85004

John William Moore, Jr.
7321 North 16™ Street
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Cynthia Zwick
1940 East Luke Avenue
Phoenix, Arizona 85016
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Moyes Sellers & Hendricks, Ltd.

1850 North Central Avenue, Suite 1100
Phoenix, Arizona 85004

Bradley Carroll

Tucson Electric Power Company

88 East Broadway Boulevard, MS HQE910
P.O. Box 711

Tucson, Arizona 85702

Scott S. Wakefield

Ridenour, Hienton & Lewis, :P.L.L.C.

201 North Central Avenue, Suite 3300
Phoenix, Arizona 85004

Steve W. Chriss

Wal-Mart Stores, Inc.

2011 S. E. 10" Street
Bentonville, Arkansas 72716

Karen S. White
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139 Barnes Drive

Tyndall AFB, Florida 32403
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Craig A. Marks

Craig A. Marks, PLC
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Samuel T. Miller

USAF Utility Law Field Support Center
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Cincinnati, Ohio 45202

Nellis Kennedy-Howard

Travis Ritchie

Sierra Club Environmental Law
85 Second Street, 2™ Floor

San Francisco, Calilfornia 94105

-10-




EXHIBIT A

Docket No: E-01345A-11-0224

APS Proposed Amendment #1
Change FVROR and Resulting Revenue Requirement

DELETE Page 30, Line 18 through Page 34, Line 14 and INSERT:

We agree that APS’s application and calculation of the FVROR in determining the revenue requirement is
consistent with the Settlement Agreement attached to Decision No. 73183. Therefore, the FVROR is
hereby modified from 6.09% to 6.14%. This will result in an annual revenue requirement of $65.44
million, which results in an increase of 2.33% to the base rate portion of customer’s bills.

Page 46, Line 19:
DELETE: “$57.05” & INSERT: “$65.44”

Page 47, Line 12:
DELETE: “$57.05” & INSERT: “$65.44”

Make all conforming changes.




